IN THE UNI TED STATES DI STRI CT COURT
FOR THE NORTHERN DI STRI CT OF M SSI SSI PPI
EASTERN DI VI SI ON

THE NORTH Rl VER | NSURANCE COVPANY PLAI NTI FF

VS. Cvil Action No. 1:92cv366-D-D

MM W NKLER AND ASSQOCI ATES,

a partnership, WLLI AM MORGAN

OKEE MCDONALD, PATSY MCCREI GHT

and BRUNO DEQDATI DEFENDANTS

MVEMORANDUM OPI NI ON

This matter is before the undersigned on notions of both the
plaintiff and defendants MM Wnkler and Associates, WIlIliam
Mor gan, and Ckee MDonal d. This is an action by the plaintiff
North Ri ver | nsurance Conpany for a declaratory judgnent concerning
the rights and liabilities of the parties under a policy of
i nsurance issued by the plaintiff. The plaintiff has noved for
summary j udgnment and t he beforenenti oned def endants have noved for
partial summary judgnent. Finding that there exist genuine issues
of material fact and that the plaintiff is partially entitled to
judgment as a matter of law, the court grants the plaintiff's
nmotion for summary judgnent in part and denies it in part, and
grants the defendants' notion for partial summary judgnment in part
and denies it in part.

| . FACTUAL BACKGROUND

In 1992, M M Wnkler and Associates was a partnership of
accountants conprised of defendants WIIiam Mrgan, Ckee MDonal d
and Patsy McCreight. Defendant Bruno Deodati was a client of the

partnership, and def endant Patsy MCreight was primarily



responsi bl e for handling M. Deodati's accounts. Deodati regularly
travel ed outside of the United States, and mai ntai ned a substanti al
anmount of his noney in certificates of deposit (hereinafter CD s)
and savings accounts in American banks. Deodati's extended
absences fromthe United States nmade it difficult to "roll-over”
his CDOs to ensure his financial protection with banks utilizing
the Federal Deposit Insurance Corporation. On June 18, 1985,
Deodati executed an authorization giving M M Wnkler the power to
redeem and purchase CD s for Deodati, to ensure that there existed
sufficient F.D.1.C insurance to cover his funds. Over a period
of time, McCreight used this authorization to inproperly w thdraw
about $142,000.00 of Deodati's funds and deposit them into her
personal accounts. MCreight covered her tracks by creating fal se
financial reports and tax returns which inaccurately reflected
Deodati's financial status.

Di screpancies in Deodati's account were noted by the office
manager of M M Wnkler and Associates, and then brought to the
attention of Morgan and McDonal d. After an investigation into the
di screpanci es which reveal ed McCreight's actions, Mrgan inforned
Deodat i . McCreight was then expelled from M M Wnkler and
Associ ates. Deodati subsequently filed suit against M M W nkl er,
Bill Morgan, Okee McDonal d and Pat sy McCreight in the Crcuit Court
of Lee County, Mssissippi. Partial summary judgnent was entered
by that court in favor of Deodati, and agai nst those defendants,
for the amount of $199, 051. 25.

North River Insurance issued a professional liability policy



to MM Wnkler which covered the relevant tinme periods of
McCreight's actions. M M Wnkler made demand upon North River to
pay the claimasserted by Deodati, and North Ri ver disputed their
l[itability to pay under the policy. In order to resolve the dispute
as to its liability, North River filed this Declaratory Judgnent
action.

1. DI SCUSSI ON

A SUMVARY JUDGVENT STANDARD

Summary  j udgnent is appropriate "if the pl eadi ngs,
depositions, answers to interrogatories, and adm ssions on file,
together wwth the affidavits, if any, showthat there is no genui ne
issue as to any material fact and that the noving party is entitled
to a judgnent as a matter of |aw F.RCP. 56(c). The party
seeki ng sunmary judgnent carries the burden of denobnstrating that
there is an absence of evidence to support the non-noving party's

case. Celotex Corp. v. Catrett, 477 U S. 317, 325, 106 S. C

2548, 2553, 91 L.Ed.2d 265 (1986). After a proper notion for
summary judgnent is nmade, the non-novant nust set forth specific
facts showng that there is a genuine issue for trial. Hanks v.

Transcontinental Gas Pipe Line Corp., 953 F.2d 996, 997 (5th Gr.

1992). If the non-novant sets forth specific facts in support of
all egations essential to his claim a genuine issue is presented.
Celotex, 477 U.S. at 327, 106 S.Ct. at 2554. "Were the record,
taken as a whole, could not lead a rational trier of fact to find
for the non-noving party, there is no genuine issue for trial."

Mat sushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U. S. 574,




587, 106 S. C. 1348, 89 L.Ed.2d 538 (1986); Federal Sav. and Loan

Ins. v. Krajl, 968 F.2d 500, 503 (5th Cr. 1992). The facts are

reviewed drawing all reasonable inferences in favor of the non-

moving party. King v. Chide, 974 F.2d 653, 656 (5th Gr. 1992).

In this case, the parties appear to be in consensus that there
are no genui ne issues of material fact in this case. The parties
agreenent concerni ng genui ne i ssues of material fact, however, does
not necessarily preclude their existence. |f there are none, this
court nust determne which party is entitled to judgenent as a
matter of |aw
B. IS MMWNKLER S LI ABI LI TY FOR THE ACTI ONS OF PATSY MCCREI GHT

| NI TI ALLY COVERED BY THE PROFESSI ONAL LI ABI LI TY POLI CY | SSUED

BY NORTH RI VER?

The threshold question to be determned by this court is
whet her the professional liability insurance policy issued by North
River to defendant M M Wnkler and Associ ates provi des coverage
for the anbunts owed to Deodati for the actions of Patsy MCreight.
If this court finds that there is no coverage, the inquiry is
ended. |If however, the scope of the policy initially appears to
provi de coverage, then this court nust determne if any excl usions
apply. In determining the rights of the parties under this
contract of insurance, this court nust rely upon M ssissippi
substantive | aw of contracts and insurance.

| nsurance contracts, like all other contracts, are to be
construed exactly as witten when its terns are clear and

unanbi guous. Davenport v. St. Paul Fire and Marine Ins. Co., 978

F.2d 927, 930 (5th Cr. 1992); Foreman v. Continental Casualty Co.,




770 F.2d 487, 489 (5th Gr. 1985). The nere fact that a policy
| anguage requires interpretation does not nake the contract

anbi guous. Enpl oyer's I nsurance of WAssau v. Trotter Tow ng Corp.

834 F.2d 1206, 1210 (5th Cr. 1988). However, if anbiguities
exist, they are to be strictly construed agai nst the drafter, which

is normally the insurance conpany. Nichols v. Shelter Life

| nsurance Co., 923 F.2d 1158, 1162 (5th G r. 1991); Merchants Co.

v. Anerican Motorists Ins. Co., 794 F. Supp. 611, 618 (S.D. M ss.

1991); Lowery v. Guaranty Bank and Trust Co., 592 So.2d 79, 82

(Mss. 1991). In determning their neaning, words are to be given
their everyday neanings, and not hypertechnical or esoteric

definitions. McFarland v. Utica Fire Ins. Co. of Onieda County,

814 F. Supp 518, 525 (S.D. Mss. 1992). Wth this direction, the
court now turns to the | anguage of the policy at hand.

1. COVERAGE FOR THE PERFORMANCE OF PROFESSI ONAL ACCOUNTI NG
SERVI CES

The professional liability policy issued by North River to M
M W nkl er and Associ ates provides that:

The Conpany will pay on behalf of the Insured all suns

whi ch the Insured shall becone legally obligated to pay

as conpensatory damages caused by acts, errors or

om ssions in the Insured s performance of professional

accounting services for others .

Several facts are not in dispute here. The defendants (wth
t he exception of defendant Deodati) were properly covered by this
policy at the tinme of McCreight's actions. These sane defendants
are now |l egally obligated to pay conpensat ory danages to def endant
Deodati. In order to determ ne whet her the policy extends coverage
to the actions of Patsy McCrei ght under this provision, this court

5



nmust determ ne whet her the | egal obligation of these defendants for
damages was "caused by acts, errors or omssions in the Insured's
performance of professional accounting services for others . . ."
Highly relevant to this determnation is the meaning of the
phrase "professional accounting services." The policy provides a
definition of "professional accounting services," explaining that:
The term "professional accounting services" shall nean
services perfornmed or advices given by the insured for
fee or otherwi se in the conduct of the Insured' s practice
as an accountant, including without limtation, duties
performed or advices given in relation to matters of
taxation and duties perfornmed or advices given in
connection with the Anerican Institute of Certified
Public Accountants or any state society of Certified
Publ i ¢ Account ant s.
The M ssissippi Suprenme Court has addressed the definition of
"professional services" in the context of a professional liability

policy on a prior occasion. Shelton v. Anerican | nsurance Conpany,

507 So.2d 894, 896 (M ss. 1987). The | anguage used in the policy
at issue in Shelton is simlar to the one at hand, and provided
coverage for an "act, error or omssion in rendering or failing to
render professional services." Shelton, 507 So.2d at 895. The
definition of "professional services" in that policy was i n essence
"services . . . perfornmed by the insured . . . for the insured's
activities as a |ike underwiter . . ." The court in Shelton
appears to have adopted a definition from other jurisdictions,
determ ni ng t hat "professional services" involve the application of
special skill, know edge and education arising out of a vocation,
cal ling, occupation or enploynent. Id. at 896. The M ssissipp

court also quoted froma noted treatise on the subject:



A "professional” act or service within a nmalpractice
policy is one rising out of a wvocation, «calling,
occupati on, or enpl oynent i nvol vi ng speci al i zed
know edge, | abor or skill which is predom nately nental

or intellectual, rather than physical or manual :

An errors or omssions policy is professional liability

i nsurance providing a specialized and Iimted type of

coverage as conpared to conprehensive insurance, it is

designed to insure nenbers of a particul ar professional
group fromthe liability arising out of a special risk

such as negligence, omssions, mstakes and errors

inherent in the practice of the profession.

ld. (quoting 7A J.A Appleman, Insurance Law and Practice, 8
4504. 01, at 309-10 (Berdal ed. 1979)).

From the Shelton decision, this court takes two points to
determ ne what is covered under the policy in the present case: 1)
to be classified as a "professional service," the purpose furthered
by the act, error or omssion nust be one that involves the
application of special skill, know edge and education arising out
of the particular vocation, calling, occupation or enploynent, and
2) the act, error or omssion involved nust be one of a specia
risk inherent in that profession. Before wusing these two
directives, the court nmust determ ne what acts, errors or om Ssions
created the liability nowfacing the Wnkl er-associ at ed def endant s.
There appears to be nore than one "act" which gives rise to
ltability here. Qoviously, MCreight's action of transferring

nmoney from Deodati's accounts to her own woul d be only one type of

act" involved here. MCreight transferred funds on two separate
occasions, noving funds totalling $142,000.00. However, she did
nore than merely transfer funds to her own account, because she

al so falsified accounting reports and tax returns to cover up the



transfers. MCreight's actions in transferring funds arose from
the authorization issued to M M Wnkler which gave the requisite
power to access the financial accounts of Deodati and control funds
t herein. Plaintiff argues strenuously that the acts of
transferring funds for a client is not a "professional accounting

service," and therefore liabilities arising fromthose acts are not
covered. The plaintiff takes its reading of the policy too far.
The policy states that it covers acts "in the performance of"
pr of essi onal accounting services. Using plaintiff's reasoning, the
creation of a false tax return by an accountant woul d not give rise
to liability of the policy because the act of typing inaccurate
nunbers on a form is not itself a "professional accounting
service."

The court in Shelton noted that the policy in that case did
not cover the Insured because the liabilities arose from the
rel ati onship and dealings between the insured and his enpl oyees,
and not fromthe relationship between the insured and his clients.
Shelton, 507 So.2d at 896. 1In the case at hand, however, the acts
occurred wthin the dealings and professional accountant-client
rel ati onship of McCreight and M M Wnkler and Associates. The
authority to transfer funds was for the purpose of protecting those
funds from the risk of not being insured. The purpose of
protecting those funds in such a manner is accounting-rel ated, and
requires the application of special know edge arising out of the
prof essi on of accounting. It is inportant to renenber that the

pur pose of the act is what requires application of special skill,



knowl edge and education, not the very act itself. In this case,
the acts of transferring the funds are so interrelated with their
prof essional rel ationship that they can be said to have occurred in
t he performance of professional accounting services.

Wiile the acts can be said to have occurred within the ganut
of the performance of professional accounting services, this al one
will not permt the application of coverage. It is not apparent to
this court that the risk of having an accountant enbezzle funds
froma client in this manner is a risk that is "inherent" in the
prof essi on of accounti ng. Damages incurred from the w ongful
transfer of funds, ostensibly in the anount of $142, 000. 00, are not
covered by this policy.

Al t hough danages for the actual conversion of funds are not
covered by the policy, damages which arise from the creation of
erroneous financial statenments and reports are another matter
entirely. It seenms beyond question that the creation of such
reports is an act within performance of professional accounting
services, and that damages arising fromsuch acts is an "inherent"
risk of the profession of accounting.

The court cannot decide at this tinme what amount beyond the
amount of funds initially converted ($142,000.00) is precluded from
coverage, and what anmount of the liability, if any, is in fact
covered as arising fromthe creation of financial statenents and
reports. The determ nation of these anbunts woul d be a questi on of
fact for the trier of fact to decide. Thus far, any amount of

damage caused by the false reports appears be covered by this



policy.

2. COVERAGE UNDER THE TRUSTEE ENDORSEMENT

The defendants al so argue that the policy provides coverage
for all of the Wnkler-defendants' liabilities by virtue of the
"Trustee Endorsenent." This endorsenent provides in rel evant part
that coverage will apply for any acts, om ssions or errors of the
insured's performance as a trustee. They assert that due to the
relationship McCreight had wth Deodati, and by virtue of the
aut hori zation, MCreight stood as a trustee over Deodati's funds.
At first blush, this approach appears neritorious. MCreight can
be said to be the trustee of a constructive trust created by the

conversion of the funds. See Chanpion Intern. Corp. v. First

National Bank of Jackson, 642 F.Supp. 237 (S.D. Mss. 1986);

Planter's Bank & Trust Co. v. Sklar, 555 So.2d 1024 (M ss. 1990).

Li kew se, MCreight could be considered a trustee under a |ess-
than-strict definition of the term Bl ack's Law Dictionary 1684
(noting that a broad definition of "trustee" woul d enconpass anyone
standing in a fiduciary or confidential relation to another).
However, this argunent nust fail. VWil e sonme interpretations of
the word "trustee" would allow for the defendants' assertions to
pass, this court nust give the word its common, everyday neani ng.
McFarl and, 814 F. Supp at 518. Likew se, the rest of the docunent
nmust be considered, for the words invol ved cannot be interpreted in
a vacuum It is apparent both froma reading of the entire policy
and fromthe everyday definition of the termthat "trustee" as used

in the present case was neant to enconpass only the insured as

10



trustee of an express trust. The authorization executed by Deodati
in this case is insufficient to create an express trust because
there was no separation of the legal and equitable interests
i nvol ved. 76 Am Jur.2d Trusts 8 1 (1992). Further, it does not
appear that Deodati intended to create a trust when he signed the

aut hori zation. See Norman v. Burnett, 25 Mss. 183 (1852).

C. POLI CY EXCLUSI ONS

Now that the court has determned that a portion of the
liabilities of the Wnkl er-defendants may in fact be covered by the
basi ¢ coverage provisions of the policy, the court nust determ ne
if any of the contractual exclusions contained in the policy would
necessarily prevent recovery.

1. EXCLUSION "D' OF THE PCLI CY

Exclusion "D' of the policy precludes coverage when the
asserted claimarises out of any "dishonest, fraudulent, crimnal
or malicious act or omssion of the insured.” It is not disputed
t hat Defendant McCreight commtted a di shonest and fraudul ent act
by converting Deodati's funds and creating false accountancy
docunents. Therefore, she is not entitled to any coverage under
the policy. This exclusion is not inputed to any of the remnaining
def endants, however, for two reasons. First, the policy itself
provi des that Exclusion "D' will not apply to invalidate coverage
for any insured "who did not act with knowl edge or consent in the
matter to which the exclusion applies.” It also does not seem
di sput ed t hat def endants Morgan and McDonal d were entirely ignorant

of these deplorable actions by MCreight at the tinme they were

11



t aken. Further, this policy does not contain a non-severability
clause. As a matter of Mssissippi law, in the absence of such a
cl ause, innocent partners may recover under the policy for the

del i berate wongful acts of the other insured. MG&Gry v. Allstate

| nsurance Co., 527 So.2d 632, 638 (Mss. 1988).

2. EXCLUSI ON "C' OF THE POLI CY

Also in dispute anong the parties is the application of
exclusion "C'" of the policy, which provides that coverage wll be
deni ed:

to any claimarising out of any act, error or om ssSion

occurring prior to the effective date of this policy if

there is other insurance applicable, or the insured at

the effective date knew or coul d have reasonably foreseen

t hat such act, error or om ssion m ght be expected to be

the basis of claimor suit.

Plaintiff contends that MCreight obviously knew of her
wrongful actions prior to the effective date of the applicable
policy, and that she could have reasonably foreseen that those
actions would be the basis of a claimor suit by Deodati. The
court agrees, but MCreight is already precluded from recovery
under Exclusion "D' of the policy. Plaintiff further seeks to
i npute McCreight's knowl edge to Morgan and McDonal d, her partners
at the time, and preclude their recovery as well. In support of
this contention, plaintiff directs this court to a provision of the
M ssi ssi ppi Code which pertains to the inputation of know edge
anong partners:

Notice to any partner of any matter relating to

partnership affairs, and the know edge of the partner

acting inthe particular matter, acquired while a partner

or then present to his mnd, and the know edge of any

other partner who reasonably could and should have

12



comuni cated it to the acting partner, operate as notice

to or knowl edge of the partnership, except in the case of

a fraud on the partnership commtted by or with the

consent of that partner.
M ss. Code Ann. 8§ 79-12-23 (1989). Looking at this provision al one
m ght |lead the court to agree with the plaintiff in this matter
However, the plaintiff's interpretation of it is incongruous with
the i dea espoused by the M ssissippi Suprene Court in MGory:

[ Al bsent a insurance policy clause excluding coverage to

: co-i nsureds because of the deliberate wongful act

of one <co-insured (non-severability clauses), the

innocent . . . business partner insured can recover on

t he policy.
MGory, 527 So.2d at 638 (enphasis added). Plaintiff's approach to
i nputed knowl edge would circunvent the express intent of the
M ssi ssippi  Suprene Court by doing an end-around MGory. An
i nsurance conpany could include seemngly fair provisions akin to
Exclusion "C', avoid having to i nclude a non-severability clause in
their professional liability policies, and nonetheless avoid
paynment to an insured innocent partner who is only vicariously
I'iable. It is this court's opinion that to interpret this policy
consistently with M ssissippi |law, the know edge contenpl ated by
the insurance policy |anguage of Exclusion "C' cannot enconpass
i nput ed knowl edge as provi ded for under M ss. Code Ann. § 79-12-23.

Wet her Mrgan and MDonald had sufficient know edge
i ndependent of that inputed by lawto render themunable to recover
under the policy is a separate issue. Plaintiff contends that

Morgan and MDonald were in possession of sufficient facts to

ei ther know or to have reasonably foreseen that a claim or suit

13



woul d be filed. While the parties may not di sagree with what facts
were available to Mrgan and MDonald at the tinme, the
reasonabl eness of their beliefs is a question of fact, which nust
be determned by a trier of fact. As such, this issue is
i nappropriate for sunmary judgnent.

D. RESCI SSI ON OF THE POLI CY BASED UPON M SREPRESENTATI ONS | N THE
RENEWAL APPLI CATI ON

Finally, plaintiff clains that it should not have to pay on
this policy of insurance because it is capable of rescinding the
contract based on m srepresentations made in the application for

renewal of the policy. See, e.q9., Hone Life Insurance Co. V.

Madere, 101 F.2d 292, 294 (5th Gr. 1939); Mssachusetts Mitua

Life Ins. Co. v. Nicholson, 775 F. Supp. 954, 959 (N.D. M ss. 1991).

The insurer's right to rescind arises only where the
m srepresentations are material, that is, "if know edge of the true

facts woul d have influenced a prudent insurer in whether to accept

the risk." Massachusetts Mitual, 775 F.Supp. at 959. It is
irrel evant whether the m srepresentations were intentional or nade

in good faith. [Id. at 961; Dukes v. South Carolina Ins. Co., 590

F. Supp. 1166, 1169 (S.D. Mss. 1984). Regardless, the insurer has
t he burden of establishing, by clear and convincing evidence, the
exi stence of a factual msstatenment and its materiality. Gardner

v. WIkinson, 643 F.2d 1135, 1136 n.3 (5th Cr. 1981); Pedersen v.

Chrysler Life Ins. Co., 677 F.Supp. 472, 474 (N.D. Mss. 1988).

In order to determne if sunmary judgnent is appropriate here, this
court nust determne if North Rver has net its burden in this
regard.

14



As to the existence of a factual msstatenment, North River
asserts that the i nsureds responded "No" to the question "are there
facts or circunstances which may result in a claim being nmade
against the Firm its predecessors, or past owners or enployees?"
North River further asserts, and this court agrees, that it had
provi ded cl ear and convi nci ng evi dence that this answer is patently
false to the extent it pertains to MCreight. At the tinme she
signed this docunent, MCreight was well aware of her actions and
the potential for suit.

North Ri ver would have this court render this provision non-
severabl e and bind the remaining defendants as well as MCreight.
Also, North River contends that Mrgan and MDonald were in
possessi on  of sufficient facts that they also nmde a
m srepresentati on by subscribing to this statenent. The issues of
severability and the know edge possessed by Mrgan and MDonal d
have al ready been addressed in this case in a very simlar context,
and this court sees nothing that would warrant a departure fromits
prior reasoning. In the absence of a non-severability cl ause, the
policy will be treated as severable. \Wether Mrgan and MDonal d
were in possession of sufficient facts to nake this a materia
m srepresentation on their part is a question of fact. Sunmmary
j udgnment cannot be rendered on the issue of rescission.

E. THE BAD FAI TH CLAI M

On a separate claim plaintiff urges this court to grant

summary judgnent on the issue of the claimof bad faith refusal.

Consi dering the current posture of the case, this court is of the

15



opinion that sufficient questions of material fact exist to

preclude a grant of summary judgnment on this claim

| 1'1. CONCLUSI ON

Based on the foregoing, it is the opinion of this court that
North River is not liable under this policy of insurance for any
anounts of damage caused exclusively by the m sappropriation of
nmoni es by MCreight. This anount appears to be at |east
$142, 000. 00, but findings of fact may reveal that the anount is
| arger. However, any danmages caused by MCreight's creation of
fal se reports and tax docunents for Deodati are enconpassed by the
scope of this policy. That anount is unclear to this court, and a
finder of fact nust determne the extent of any such danages.
Several genuine issues of material fact remain in this case, and
are sufficient to preclude the grant of a judgnent as a matter of

| aw on the other issues raised by the parties in their notions.

A separate order in accordance with this opinion shall issue
thi s day.
TH S day of QOctober, 1994.

United States District Judge
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE NORTHERN DI STRI CT OF M SSI SSI PPI
EASTERN DI VI SI ON

THE NORTH Rl VER | NSURANCE COVPANY PLAI NTI FF

VS. Cvil Action No. 1:92cv366-D-D

MM WNKLER AND ASSOCI ATES,

a partnership, WLLI AM MORGAN

OKEE MCDONALD, PATSY MCCREI GHT

and BRUNO DECDATI DEFENDANTS
ORDER

Pursuant to a nenorandumopi nion i ssued this day, it is hereby
ORDERED t hat :

1) the plaintiff's notion for sunmary judgnent is GRANTED I N
PART and DENIED IN PART as to the defendants MM W nkler and
Associ ates, WIIliam Mrgan, Okee McDonal d and Bruno Deodati . The
notion is granted only to the extent that at |east $142,000. 00 of
the claim on the policy is not covered under the scope of the
policy of insurance at issue in this case. Al other aspects of
the notion are deined.

2) the plaintiff's notion for summary judgnent i s GRANTED as
to defendant Patsy MCreight.

3) the defendants' notion for partial sunmmary judgnent is
GRANTED | N PART and DENIED IN PART. The notion is granted to the
extent that there exists coverage under the policy for any damages
resulting fromthe creation of false accounting and tax docunents
by McCreight. Al other aspects of the notion are deni ed.

All  nmenoranda, depositions, affidavits and other matters
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considered by this court in rendering the disposition of the
parties' notions for summary judgnent are hereby incorporated and

made a part of the record in this cause.

United States District Judge
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